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CONCLUSION 
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Questions Presented for Review 


1. Was the district court correct in finding that 
the defendants observed reasonable commercial standards in 
accepting and purchasing $212,000 worth of stolen treasury 


notes under highly suspicious circumstances? 


2. Was the district court COrrect in finding that 
under Gutekunst v. Continental insurance Company, 486 F.2d 


£94 (2d. Cir. 1973), a bank noes never investigate the customer 


with whom it is dealing and the circumstances of the transaction? 


3. Was the district court correct in finding that 
a bank has a right to deal with a customer of a bank even under 
the most suspicious circumstances and still be said to have 


acted in good faith? 


4. Was the district court correct in finding that 
a brokerage firm in purchasing securities through a bank had 
a right to rely upon the bank being its customer although it 
had knowledge that the treasury notes were being sold for the 


account of an individual and not for the bank's account? 


5. Was the district court correct in finding that 


the plaintiff is precluded from recovery because it did not 


discover that its treasury notes had been stolen or lost for 


a period of time and in the interim the thief had sold the 


treasury notes through and to the defendants. 


Statement of the Case 


Plaintiff, United States Fidelity & Guaranty Company 
("USF&G") is appealing from a judgment and order of the 
Honorable Henry F. Werker of the United States District Court 
for the Southern District of New York, entered on January 15, 
1976, dismissing USF&G's complaint and awarding judgment to 


the defendants (7-18).* 


The plaintiff had commenced an action for conversion 
against the defendants Royal National Bank of New York 
("Royal") and Merrill Lynch, Pierce, Fenner & Smith, Inc. 
("Merrill Lynch") for the role they played in the conversion 
of United States Treasury Notes having a par value of $212,000 
(25, 44). These treasury notes had been stolen from W. E. 
Hutton & Company ("Hutton") (%) between May 15, 1966 and 
August 1966. USF&G was Hutton's insurance company and after 
paying Hutton's claim brought this action as Hutton's 


assignee. 


After a four-day trial before the Court. and without 
a jury on August 6, 7, 8 and 11, 1975, Judge Werker on January 


A2, 1976 filed an Opinion (7-18), finding that Royal, through 


which the stolen treasury notes had been negotiated, and Merrill 


*“All page references are to the joint appendix unless otherwise 
indicated. 


Lynch,, which had purchased the stolen treasury notes, observed 
reasonable commercial standards in accepting the treasury 
notes and the defendants could not have known that the notes 
were stolen and, accordingly, entered a judgment in favor 


of the defendants dismissing USF&G's complaint. 


The plaintiff is appealing from that judgment 
dismissing its complaint on the grounds that Judge Werker's 
findings that the defendants had observed reasonable commercial 
Standards in accepting the stolen treasury notes are clearly 
erroneous. The evidence contained in the record makes it 
clear that the defendants did not observe reasonable 
commercial standards in accepting the treasury notes, that 
they ignored highly Suspicious circumstances in accepting 
them and that USF&G was entitled to a judgment against the 


defendants. 


Statement of Facts 


On March 15, 1968 one Frank Mazzochi, Jr. ("Mazzochi") 


was convicted in the Supreme Court of the State of New York, 
Bronx County, of criminally concealing and withholding stolen 
and wrongfully acquired Property (45). The property underlying 
Mazzochi's conviction consisted of 26 United States Treasury 
Notes with a par value of e2ig,CO0 (25, 44). These treasury 
notes had belonged to Hutton and had been stolen from a 

vault at the Bankers Trust Company where they had been 


deposited for safekeeping by Hutton. 


Some time between May 15, 1:.°t and August 1966,,. 
these notes had been stolen from Hutton's vault. Hutton 


waS unaware that the securities were missing until late 


August or early September 1966 (365). The bonds were 


discovered missing during a periodic inventory taken by 
Hutton (364). Immediately after the bonds were discovered 
missing Hutton began an extensive search to determine whether 


the securities had been mislaid or misfiled (366). 


After the search was completed, it became obvious 
that the securities had not been mislaid but had been stolen 
(367). Hutton immediately began to review its records and 
the serial numbers of the treasury notes still in its 
possession so as to be able to compare the serial numbers 
of the notes which it still had with the serial numbers which 
it had recorded during its last inventory which had previously 
taken place on or about May 15, 1966 (393). After all the 
missing numbers were discovered, Hutton then began the process 
of accounting for those treasury notes which it had disposed 
of by a legitimate means. This investigation was not completed 


until on or about September 27, 1966. 


AS soon as Hutton determined which treasury notes 
were missing it prepared a list of those securities and 
forwarded it to its insurance broker in Cincinnati, Ohio 


(368, 635-636). A short time later, USF&G paid Hutton's 


claim (637) and thus became the assignee of Hutton's right 


to recover the stolen treasusy notes (45). 


In the interim, between August 5th and September 
12th, 1966, Mazzochi had sold all of these treasury notes 
through the defendant Royal's branch bank at 149th Street 
in the Bronx and later withdrew the proceeds of those sales 


in the amount of $211,887.00. 


On August 5, 1966, Frank Mazzochi, Jr., a young 


man who appeared to be in fis late twenties (79), entered 


Royal's branch bank at 149th Street in the Bronx and approached 
Rudolph Santoro ("Santoro"), a clerk in the loan department 

of the bank (74). Mazzochi presented a $10,000 treasury note 
to Santoro and advised him that he wanted to sell the treasury 
note. Santoro, who was ordinarily a clerk in the bank's credit 
department (71), and was only acting as head of the bank's 

loan department because the person normally in that position 
was on vacation (74), referred Mazzochi to Robert Kayner 
("Kayner"), one of the bank's credit officers, to have him 


approve the transaction (82). 


Mazzochi advised Kayner that the treasury note 
belonged to his family (228) and Kayner, without requesting 
any documentation to indicate that Mazzochi was p-operly in 


possession of this $10,000 treasury note, immediately approved 


its sale. On August 5, 1966 when Mazzochi approached 
Santoro and Kayner with the $10,000 treasury note, Santoro 
did not know Mazzochi by name and had had no prior dealings 
with Mazzochi. Santoro did recognize Mazzochi as a person 
whose face he had previously seen in the bank (76). Kayner, 
the bank officer who approved the sale, likewise had had no 
prior dealings with Mazzochi prior to August 5, 1966 


(217, 221). 


Having tested the waters and determined that Royal 
was willing to accpet these treasury notes from him, 
Mazzochi on that same afternoon of August 3, 1966 returned 
to the bank with an additional $60,000 worth of treasury 
notes in the same series (92-93). Again, Santoro referred 
Mazzochi to Kayner and Kayner immediately gave his approval 
for the bank to accept the add:tional $60,000 in treasury 


notes from Mazzochi. 


On August 5, 1966, these treasury notes were sold 


by Royal to the defendant Merrill Lynch (638, 639). The 
transfer slips from Royal to Merrill Lynch clearly state on 
their face that these transactions were "for the account of 


Frank Mazzochi, Jr.' (638-639). 


August 5, 1966 was a Friday. On Tuesday, August 
9, 1966, Mazzochi again returned to the bank and this time 


produced $70,000 worth of treasury notes in the same series 


(126, 44). Again, the same scenario was followed where 
Mazzochi initially approached Santoro who said to Mazzochi 
"You have more treasury bills? When is it going to stop?" 
(134). But, nevertheless, Santoro requested no documentation 
of any sort, but simply referred him to Kayner. Kayner 
Similarly requested no documentation, but approved the sale 
of the additional $70,000 in tr Sury notes. These were 
likewise sold to Merrill Lynch and the bank's transmittal 
Slip to Merrill Lynch Clearly stated that the transaction 


was "for the account of Frank Mazeochi, «f.s" (640). 


During the initial transaction on August 5, 1966, 
Mazzochi had requested a bank check for the proceeds of the 
treasury notes made out to himself (1i4, 123). However, 
the bank requested that Mazzochi open a checking account 
to which the proceeds of the treasury note sales would be 
deposited and at the bank's request, Mazzochi did so. 
Santoro admits that to any experienced bank officer. 
Mazzochi's request that he be given a bank check for the 
proceeds was highly suspicious and indicated that Mazzochi 
did not want the funds to be passing through any bank 


account (115-116). 


The proceeds from the sales of the treasury notes 


amounting to $140,192.02 were deposited in Mazzochi's checking 


account opened for this very Purpose on August 9 and 10, 1966 


(44). Mazzochi wasted no time in Starting to withdraw 
the proceeds from the sale of the Creasury notes. All of 
these withdrawals were made in cash (44), the dates of 


the withdrawals being as follows: 


Date Amount 


8/9/66 $35,000 
8/10/66 13,000 
8/12/66 10,000 
8/15/66 
8/16/66 
8/17/66 
8/18/76 
8/19/76 
8/22/76 
8/23/76 10,000 


8/29/76 10,000 


Despite Mazzochi's Suspicious actions on their face in making 
these withdrawals indicating that something was wrong, the 


bank did nothing. 


Mazzochi realizing that he had found a method by 


which he could dispose of the stolen treasury notes again 


entered the bank on September 12, L966, this time producing 


$72,000 worth of treasury notes (44). Again, Mazzochi 


approached Santoro (146). At this point, even Santoro 
began to have what he termed "misgivings" (147) about the 
bank's transactions with Mazzochi. Despite his misgivings 
he simply accepted the treasury notes from Mazzochi and 
referred him to a bank officer to approve this new transaction 
tor $72,000. Since Kayner was unavailable. § ntoro brought 
this latest transaction to the attention of Edward 1. 
McGraw ("McGraw"), another officer of the bank. Santoro 
informed McGraw that the bank had previously sold $140,000 
worth of treasury notes for Mazzochi. Santoro conveyed 

hic misgivings about this additional $72,0C0 worth of 
treas.ry notes to McGraw (148), but McGraw ignored the 
direct warning of suspicious circumstances which he had 
from Santoro and nevertheless authorized Royal to sell 


the additional $72,000 worth of treasury notes (149). 


Neither Santoro nor McGraw bothered to check the 
bank's own records to determine if Mazzochi had withdrawn 
the proceeds from the prior treasury note sales of $140,000 
(149). Again, as with the prior $140,000, the treasury notes 
were sold to Merrill Lynch with the bank's transmittal notice 
Clearly advising Merrill Lynch that the transaction was "for 


the account of Frank MaAzzOchi, Jr." (641), 


After Royal had sold the stolen treasury notes for 


Mazzochi on September Lé2, 1966, apparently someone at the 


bank for the first time decided to check the bank's records 


to determine what had happened to the proceeds from the 


sales of the prior $140,000 worth of treasury notes which 


Royal had accepted from Mazzochi. Accordingly, on September 
15, 1966, McGraw advised Walter, another bank officer, that ‘ 
the proceeds from the first $140,000 in treasury notes had 

been withdrawn in cash by Mazzochi and the bank had, 

z therefore, placed the proceeds from the sale of the last 

; $72,000 in treasury notes in a Suspense account "pending 
determination of the propriety of the transactions" (693) 

Or, aS McGraw told another bank officer, he was "suspicious 

Of the bonds" (779) At this point, however, it was no 


longer a question of the bank accepting stolen treasury 


notes from Mazzochi, but the bank was holding funds which 


belonged to Mazzochi and a debtor-creditor relationship had 


been created (158). 


When it was clear to all concerned that Mazzochi 


Ak 


was obviously selling treasury notes which were either stolen 


or which he had come into possession of by some other illegal 


method and even the bank had finally realized that Mazzochi 


Clearly did not have the right to sell the Creasury notes in 


question and had placed the proceeds from the sale ot the notes 


in a suspense account, Royal still did not request or require 


Mazzochi to produce any documentation of any nature whatsoever 


to show that he had a right to dispose of the $212,000 worth 


of treasury notes or where he had obtained them. 


In what seems absurd on its face, Royal asked 
Mazzochi, whose credibility and credentials it was admittedly 
Suspicious enough of at this point to place his funds in a 
Suspense account, to execute an affidavit confirming that 
he was the cwner of the treasury notes which he had negotiated 
at R “Foe B79, 987, 1000, 1eedi. Gr September 20, 

Imptly executed the affidavit Swearing that 
t owner of the treasury notes (691-692). 
receiving the affidavit from Mazzochi, 
ne ouner proof from Mazzochi as to how he had come 
possessior of the treasury notes, but on September 
29, 1966 credited the proceeds of the additional $72,000 
in treasury notes to Mazzochi's account (44). Mazzochi 


immediately withdrew $10,000 on Friday, September 30, 1966 


and an additional $60,000 on October 3, 1966, the following 


Monday (45). These withdrawals were likewise in cash (44). 


Shortly thereafter, Mazzochi was indicted and on 
March 15, 1968 was convicted of Criminally concealing and 


withholding stolen property. 


At “he trial of this action the bank contended that 
it had observed reasonable commercial standards in all of its 
conduct with respect to accepting these treasury notes from 
Mazzochi. The bank further contended that it had made all of 


the inquiries which it was required to make (47). 


Royal bases its position that it observed reasonable 
commercial standards in dealing with Mazzochi and in accept- 
ing $212,000 worth of treasury notes from him in a six-week 
period on the fact that Mazzochi was an officer of a local 
credit union (247-248) and maintained several other accounts 
with the bank (885). The facts reveal that this mutual 
credit union which Mazzochi was an officer of had maintained 
an average balance with the bank of between $1,000 and 
$2,000 (248, 862, 941). The evidence also reveals that one 
of Mazzochi's other accounts with the bank had written upon 
it in red "caution uncollected" (774) which meant that the 
bank was not to make any payments on that account against 
checks which were deposited and which funds had not yet 


been collected (774, 1152). 


The evidence also reveals that Royal had not acted 
in a reasonable commercial manner in investigating Mazzochi 
since no investigation at all was undertaken by the bank. 
The only investigation the bank claims it could possibly 
have undertaken was Santoro's claim that prior to accepting 


the treasury notes from Mazzochi on each of the three days, 


he called the Federal Reserve Bank in New York City and asked 


if the treasury notes presented Dy Mazzochi were listed as 


having been stolen (166). 


Santoro's testimony is incredible on its face and 
directly contradicted by the testimony of Stephen Weis ("Weis"), 
who is presently employed by the Federal Reserve Bank and 
at one time was Chief of the Government Bond Division of 
the Federal Reserve Bank (295). Weis stated in unequivocal 


terms that the Federal Reserve Bank in New York did not keep 


a listing of stolen or lost treasury bills and that anyone 


who inquired would be referred to the Bureau of the Public 


Debt in Washington, D.C. (294). 


Merrill Lynch at the trial of the action took the 
position that it acted in a reasonable commercial manner in 
purchasing these treasury notes because it was dealing with 
a bank which was its customer and, therefore, did not 
violate Section 1405 of the New York Stock Exchange, commonly 


known as the "know your customer" rule (49). 


The evidence clearly shows that each of the transmittal 
notices by Royal to Merrill Lynch indicated that the treasury 
notes were sold for the account of Mazzochi (636-641). Merril] 
Lynch was aware that the bank did not trade for its own account 
out of the 149th Street office in the Bronx, but through its 
main branch in New York City. Merrill Lynch was aware that 
any transactions from branch banks were not For the bank's own 


account, but for customers. Merrill Lynch did nothing to 


determine who this customer of Royal's from whom it was purchasing 


$212,000 worth of treasury notes was. 


In light of the foregoing facts, the district court 


conclusion that the defendants observed reasonable commercial 


standards in purchasing the stolen treasury notes and accordingly 


dismissing USF&G's complaint was clearly erroneous. 


ARGUMENT 


POINT 


THE DISTRICT COURT'S FINDINGS OF FACT WERE 
"CLEARLY ERRONEOUS" IN FINDING THAT THE 
DEFENDANTS HAD OBSERVED REASONABLE COM- 
MERCIAL STANDARDS IN ACCEPTING THE TREASURY 


NOTES IN QUESTION, 


The findings of the District Court that the defen- 
dants had observed reasonable commercial standards in accepting 
$212,000 worth of stolen treasury notes from Mazzochi withovt 
making any attempt to determine whether Mazzochi had a right 
to sell those treasury notes are clearly erroneous. 


Rule 52(a) of the Fed.R.Civ.P. provides in pertinent 


part that: 


"In all actions tried upon the facts 
without a jury or with an advisory jury, the court 
shall find the facts specially and state separ- 
ately its conclusions of law thereon, and judg- 
ment shall be entered pursuant to Rule 57; 
Findings of fact shall not be set aside unless 
clearly erroneous, and due regard shail be given 
to the opportunity of the trial court to judge of a 
the credibility of the witnesses." 


The accepted definition of when a finding is clearly 
erroneous has been set forth by the Supreme Court in U.S. v. 


U.S. Gypsum Co., 333 U.S. 364, 68 S.Ct. 525 (1948); The Court 


there stated: 


"A finding is ‘clearly erroneous' when although 

there is evidence to Support it, the reviewing 

court on the entire evidence is left with the definite 

and firm conviction that a mistake has been committed." 
(333 U.S. at 395) 


This Court in Feder v. Martin Marietta Corporation, 
406 F.2d 260, 264 (2d Cir. 1969), stated what procedures it 
followed in determining whether or not a district court's 
decision should be set aside by an appellate court: 


"The procedure we follow in the review 
of the factual findings below is succinctly set 
forth in Schley v. CIR, 375 F.2d 747, 757-758 
(2 Cir. 1967) (dissenting opinion): 


When lower court determin- 
ations are reviewed by the appellate 
court, the appellate court must look 
first to the findings of the court below 
* * *; then the appellate court may 
examine all the evidence in the record to 
ascertain whether those findings are 
"clearly erroneous." The appellate court, 
to be sure, must give great weight to the 
inferences drawn by the trial court, but 
it is equally true that the appellate 
court may reject those inferences if they 
are clearly erroneous inferences and have 
led to a mistaken result." 


See also Zenith Corp. v. Hazeltine, 395 U.S. 100, 123, 89 8.Ct. 
1562 (1969). 

A review cf the complete record and all of the evidence 
in our case makes it clear that the District Court's findings 
are clearly erroneous, and that this Court cannot help but 
find that a mistake has been committed. 


The District Court in its decision relied upon findings 


which are directly contradicted by the record. Other findings 


by the District Court, although contained in the record, are 


taken out of context and in the context of all of the evidence 
in the case stand for a proposition directly contradicting 
that which the District Court found. 

Among other things, the District Court made the 
following findings: 


a. That Hutton's system for maintaining its 


treasury notes was casual, careless and insecure (8), 


b. That Mazzochi who was convicted of having poss- 
ession of the stolen treasury notes had come to the bank re 
with good recommendations which the bank had a right to rely 
upon (10). 

c. A bank employee, Santoro, called the Federal 
Reserve Bank to determine if the treasury notes were stolen 
or missing before accepting them (11-12). 

d. That the bank, after placing the proceeds 
from the last $72,000 worth of treasury notes in a suspense 
account, acted properly in releasing them without any proof 
that Mazzochi had a right to these t. sasury notes or where 
he had obtained them but simply relied upon an affidavit by 
Mazzochi swearing that he was their rightful owner (13-14), 

e. The District Court found that the plaintiff's 
expert as to reasonable commercial standards, Mr. Frank W. 


Sixt, with over 40 years of experience in the banking busi- 


ness, was biased, and that Mr. Sixt's testimony was that the 
bank should not have dealt with Mazzochi under any circum- 
Stances (16). 

f. The Court below found that Merrill Lynch had 
a right to rely upon the fact that the bank was forwarding 
the treasury notes to it without inquiring as to who Mazzochi 
was although they were advised by the bank that the treasury 
note transactions were for Mazzochi's account’ «(17) . 

9+ The District Court’ found that the Royal Bank 
had had no problems with Mazzochi's corporate account (15). 

h. - The Court below speculated and found thac 
Hutton's failure to promptly report the loss of the treasury 
notes might have been a factor which prevented Royal Bank 
from determining that Mazzochi's treasury notes were stolen 
from Hutton (17-18). 

AS will be shown, each of these findings by the 
District Court is clearly erroneous and directly contra- 
dicted by the record: 

a. The record rather than reflect that Hutton's 
system for maintaining its treasury notes was casual, care- 
les3 and insecure instead reflects, as the District Court was 
compelled to admit, that the treasury notes which were stolen 
were maintained in a vault in the Bankers Trust Company at 


14 Wall Street, New York City. The record further indicates 


that as soon as it was discovered during a routine inventory 


that certain treasury notes might be missing, Hutton con- 
ducted an extensive search, including a search through the 
trash which was retained by the bank and preserved in bags 
(366). It was only after this search ha. been completed, 
ae and it was ascertained that the treasury notes were missing 
or stolen, that Hutton began to review its records of treasury 
notes so as to determine which serial numbers were missing 
(367). There is absolutely nothing in the record at all 
which supports the Court's finding that Hutton's system for 
maintaining its treasury notes was casual, careless and in- 
secure. 
b. Among the principal findings made by the Court 
which prompted it to dismiss the plaintiff's complaint was 
the finding that Mazzochi, who was convicted of possessing 
the stolen treasury notes, had allegedly come to the bank with 
good recommendations (10). The record is to the contrary. 
The principal recommendation relied on by the Court is the 


fact that Mazzochi was an officer of the Mutual Credit Union 


which had been a customer of the bank since around 1950 (10). 


The Court ignores the evidence in the record that the Mutual 


Credit Union was a small local office whose average credit 


balance was between one and two thousand dollars (248, 862 


’ 


941). The man who allegedly introduced Mazzochi to the bank 


and according to McGraw, one of the bank's officers,had 


notified him that Mazzochi came from a wealthy family (1017, 


1020) directly denied having made any such statements. That 


man, Arnold Dutchen, a member of the credit union, stated 
that when he brought Mazzochi into the bank he introduced 
him by saying simply "he is Frank Mazzochi, he is the new 
president, and that is it". That was the extent of the 
introduction (1086, 1090, 1091). Mazzochi, in essence, 

had no recommendations to the bank except for the fact 

that the bank knew he was associated with the credit union. 

c. The Court found that a bank employee, Santoro, 
had called the Federal Reserve Bank to inquire as to whether 
Or not the treasury notes had been reported missing or 
stolen prior to accepting them for sale (11). Santoro's tes- 
timony that he called the Federal Reserve Bank (151, 167) is 
incredible and unworthy of belief since a witness from the 
Federal Reserve Bank, Weis, testified that the Federal Reserve 
Bank did not keep a list of stolen or missing treasury notes, 
and if anyone called for such information, he would be re- 
ferred to the Bureau of the Public Debt in Washington, D.C. 
(294). Even the District Court was compelled to admit in its 
findings that Santoro's testimony that he routinely called 
the Federal Reserve Bank prior to accepting Mazzochi's treasury 
notes was questionable (ll, 12). 

Gc. The District Court found that the bank acted 
properly in releasing the proceeds from the last $72,000 worth 
of treasury notes from a suspense account without any proof 


that Mazzochi had a right to those treasury notes or where 


he had obtained them but simply relied upon an affidavit made 


by Mazzochi swearing that he owned them. 
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When Mazzochi brought in the last $72,060 worth 
of treasury notes on September 12, 1966, Santoro began to 
have misgivings (147), which he conveyed to McGraw, the bank's 
officer whose approval was being sought to negotiate the 
last batch of treasury notes. In spite of these misgivings, 
McGraw approved their sale by the bank (918, 963) Neither 
McGraw or Santoro checked the bank's records to determine if 
Mazzochi had withdrawn the $140,000 in proceeds from the two 
prior sales of treasury notes (149, 924). 

Apparently, after accepting the last batch of 
$72,000 worth of treasury notes, even the bank realized that 
Mazzochi had no right to be selling these treasury notes, and 
McGraw, the officer at the bank d originally met Mazzochi 
and dealt with him on behalf of B Credit, union, directed 
that the proceeds from the sale of the last $72,000 worth of 
treasury notes be held in a suspense account (779, 693). 

Even after the proceeds were in a suspense account 
and the bank was suspicious of the propriety of the trans- 
actions, the bank nevertheless failed to ask Mazzochi for 
any proof at all that he had a legitimate right to the treasury notes 
and failed to request any documentation showing where 
Mazzochi had obtained the notes or how he had obtained them. 


Instead, what the bank did was request Mazzochi to execute 


an affidavit advising them that Mazzochi was the rightful 


owner of the treasury notes (976- 77, 979, 785, 1000, 10604). 


This Mazzochi did unhesitatingly. The plaintiff submits 


that if a bank is suspicious enough of its customer to 


warrant placing the proceeds from a treasury note sale 
int > a suspense account, then that cvstomer's credibility 
with the bank is not of such a nature so that an affidavit 
by that customer is dispositive of the issue as to whether 
Or not that customer is a thief or if he has rightful 
ession of the treasury notes. 

No matter what the bank's actions were in buying 
the treasury notes from Mazzochi originally, once they were 
Suspicious enough to place the treasury notes in a suspense 
account, they were required to do far more than to obtain 
an affidavit from Mazzochi that he had a right to dispose of 
the treasury notes before releasing $72,000 in proceeds to 
him. 

e. The Court found that the testimony of the 
plaintiff's expert, Frank W. Sixt, as to what constituted 
reasonable commercial standards on the part of the bank 
was biased (16). In order to clearly see that Sixt's tes- 

was anything but biased and properly set forth as 
to what constituted reasonable commercial standards, the 
complete testimony of Sixt is available in the appendix 
(661-665, 485,52 In essence, Sixt's testimony was that 
whereever you have a small customer who 


large amounts of money, it isa prudent banking practice to 


establish that he has a right t these notes 08 
went on to explain that prudent practice requires 
obtain a confirmation slip or other evidence wher 
temer had obtained the treasury notes he was at+temp 
sell (549). Sixt was anything but biased and stated that 
based upon the fact that Mazzochi was associated with the credit 
union, he perhaps would have accepted the first treasury note 
presented on August 5, 1966 for $10,000 from Mazzochi (553). 
However, after Mazzochi produced $60,000 worth of treasury 
notes on that same afternoon of August 5, 1966 and then an 
additional $70,000 worth on August 9, 1966, it was clear this 
was an unusual transaction (566). addition, the fact 
that Mazzochi was withdrawing the proceeds as soon as they 
were deposited was likewise highly suspicious. The District 
Court's finding that Sixt's testimony was biased and that 
according to Sixt the bank should have refused to deal with 
Mazzochi (16) is contradicted by the record. 

Sixt, no place in his' testimony, stated that 
bank should have refused to deal with Mazzochi. 
timony simply stated that the bank should have obtained some 
sort of documentary evidence from Mazzochi, preferably a 
broker's confirmation slip as to where he had obtained this 


large amount of treasury notes prior to selling them. This 


is far different from the Court's finding that Sixt's tes- 


timony was that the bank should have refused to deal with 


Mazzochi under any circumstances. 


ft. Whe District Court’s found that Merrill Lynch 
had a right to rely upon the fact that the bank was forwarding ' 
Mazzochi's treasury notes to it without inquiring as to who 
Mazzochi was since the bank was Merrill Lynch's customer. 
Each time the bank transmitted treasury notes to Merrill Lynch, . e 
the transmittai slip clearly stated that the transaction was 
“for the account of Prank Mazzochi, jr."(638-641). In addition, 
Merrill Lyrch was aware that these treasury notes were coming 
From the bank's Bronx branch at 149th Street and not from its 
Main office. When the bank bought or sold securities for its 
a own account, they always came from the main office in Man- 
hattan:,.202-205}). There is nothing in the record which sup- 
ports Merrill Lynch's right to claim that it relied upon the 
bank as its customer when it knew that the treasury notes 
were being sold by Mazzochi and not by the bank. 
The District Court's finding that if Merrill Lynch 
had inquired of the bank who Mazzochi was, it would have 
mer:iy Leen inf i that he was a customer of the bank (170) 
is a tatally spec. ative finding made by the Court which has 


no support in the record. It is alot more probable that if 


Merrill Lynch had inquired,as it was bound to, who Mazzochi 


was and where he had obtained 


the treasury notes in ques- 


tion, the bank may have asked 


Mazzochi that very same ques- 
tion and found that Mazzochi had no plausible explanation for 
how he had obtained possession of $212,000 worth of treasury 


notes. 


the bank had a 


gq. The District Court found that 
right to deal with Mazgzochi and accept treasury notes from 
him with no inquiry whatsoever because the accounts Mazzochi 
maintained at the bank did not cause the bank any problems 
(15). This is likewise directly contradicted by the record. 
The record is clear that one of Mazzochi's accounts was 
marked with a red flag,that no payments were to be made 
apon it for uncollected funds, ‘( 4" 8614. 1152).. THis: ps 
hardly the kind of impeccable customer from whom the bank 
may accept $212,000 worth of treasury notes with no inves- 
tigation or questions at. all. In addition, the trans- 
actions engaged in by Mazzochi with regard to the treasury 


notes were far in excess of any transactions which Mazzochi 


had'had in any of his) accounts with the Dank. The accounts ? 


which Mazzochi had with the bank had balances in them of 


approximately $500 (868), not $212,000, or anything even 


approaching $10,000, the amount of the very first treasury 


note. 


De The Court found that Hutton's fazrvlure to 
¢ 


promptly report the loss of the treasury notes may have 


been a cause of the bank's permitting Mazzochi to sell the 


treasury notes (17). The Court below'’s position is totaliy 


unsupported by the facts. The testimony is uncontradicted 


that Hutton was unable to ascertain which treasury notes 


were missing until September 27, 1966 (381, 425, 465) At 


that time, Mazzochi had already withdrawn the proceeds of 


the first $140,000 in treasury notes, and the bank, despite 


the clearly suspicious nature and misgivings it had when 
Mazzochi had presented the last $72,000 worth of treasury 
notes on September 12, 1966 (147),had nevertheless permitted 
Mazzochi to sell the treasury notes. The evidence is also 
uncontradicted that even after placing the monies in a sus- 
pense account, the bank did not require Mazzochi to produce 
any evidence that he was in proper possession of the notes 


but simply permitted him to supply an affidavit to that effect 


(976-77). Had the bank required Mazzochi to produce some 


evidence that he was the owner of the notes, then Mazzochi 
would never have been permitted to obtain the last $72,000 
worth of treasury notes. It is the last $72,000 worth of 
treasury notes which are the only ones which could possibly 
have been effected by Hutton's so-called delay in promptly 
reporting the loss,which it was unaware of and could not 
specify until at least September 24, 1966, even according 

to the Court. The first $142,000 had already been withdrawn 
by Mazzochi by August 29, 1966, long before Hutton was able 
to determine which treasury notes were missing. 

From the foregoing, it is clear that the Court's 
findings of fact upon which it based its decision dismissing 
the plaintiff's complaint are clearly erroneous, unsupported 
by the record and in fact are directly contradicted by the 
record. As will be shown, the only defense available to the 
bank, who admittedly received stolen treasury notes belonging 
to the plaintiff, is that they acted in a manner which observed 


reasonable commercial standards in accepting these treasury notes 


Since the facts make it clear that the defendants' behavior, 
particularly the bank's, was not one observing reasonable 


commercial standards, but rather was one of gross negligence, 


the decision of the Court below must be reversed and judgment 


entered for the plaintiff for the full amount of the notes 


converted by the defendants. 


POINT LI 


THE DEFENDANTS IN DEPRIVING USF&G 
OF TREASURY NOTES WHICH IT HAD A 
RIGHT TO POSSESS ARE LIABLE FOR 

CONVERSION. 


The defendants admit that the bank received certain 
treasury notes from Mazzochi which notes were sold to Merrill 
Lynch (43, 45). Under the common law, a purchaser of stolen 
property, even if purchased in tt 


liable for conversion for depriving the rightful owner of 


control over his property. See Federal Insurance Company v._ 


Fries, 355 N.¥.<S.2d 741, 744 (1974). The Restatement of 
Torts 2d, Volume 1, Section 222A(1) defines tortious conver- 
sion as: 

"an intentional exercise of dominion or control 

over a cnattel which so seriously interferes 

with the right of another to control it that the 

actor may justly be required to pay the full value 

of the chattel." 
The common law doctrine which makes all persons who aid or 
abet in the conversion of property strictly liable to 


its rightful owner has been ameliorated in certain instances 


by the Uniform Commercial Code. 


UCC 8-318 provides as follows: 


"No Conversion by Good Faith Delivery 


An agent or bailee who in good faith (including 
observance of reasonable commercial Standards if 


he is in the business of buying, selling or other- 


wise e dealing with securities) has rece ived securities 
and sold, pledged or delivered them according to 

the instructions of his principal is not liable 

for conversion or for participation in breach of 
fiduciary duty although the principal had no 

right to dispose of them." (emphasis added) 


The touchstone of UCC 8-318 is “good faith". Good faith 

on the part of entities such as ban! brokerage houses 

and other commercial institutions includes the observance 
of "reasonable commercial standards." This means that a 
bank or brokerage house must prove that it followed the 

« 

custom and practice with respect to reasonable commercial 
Standards in dealing with a converted security and in order 
to be able to take advantage of the good faith defense made 


available to it by UCC 8-318. 


As set forth in the statement of facts, Roya 
not observe reasonable commercial standards in accepting 
$212,000 worth of treasury notes from Mazzochi who, although 
a customer of the bank, the bank had no knowledge of with 
respect to background or financial status and his prior 


dealings with the bank either on his own behalf or on behalf 


of the credit union of which he was an officer usually were 


in the area of $1,000 to $2,000 (248, 862 941). 


’ 


The bank's own actions 


in placing Mazzochi's proceeds 
from the last $72,000 sale of treasury notes in a suspens: 
account because it was suspicious (779) and wished to determine 
the propriety of the transactions (693) is sufficient to indicate 
that the observance of reasonable commercial standards did not 
permit the bank to accept $212,000 in treasury notes from 
Mazzochi especially in the manner in which the transactions 

took place, including Mazzochi's withdrawals in cash of the 
proceeds of the treasury notes as soon as they were obtained 


(44-45). 


The New York Court of Appeals in Soma Vv. Handrulis, $277 


N.Y. 223 (1938) stated: 


"Even if the actual good faith of the Federal 

Reserve Bank in dealing with the instrument is 

not questioned, if the facts shown by the instru- 
ment itself should have led it to inguire, and by 
inquiry it would have discovered the true situation, 
in a commercial sense it acted in pad faith and 

the law will withhold from it such protection as 

it would otherwise have been entitled to receive 

ee ow O29 NEY at 233—2 34. 


The official comment to UCC 8-304 provides that: 


“Also suspicious characteristics of the transaction 
may give a purchaser (particularly a commercially 
sophisticated purchaser such as a broker) ‘reason 
to know’, U.6.F. 6 G. Co. va Goete, 285 8.Y. 

4, 32. N.E.20 796 (1941), Morris wv. Mair, 321 

MLGC. 739, LOO Ni¥.S;, S23 (1920)'," 


likewise making it clear that an institution such as a 

bank under the circumstances in our case upon the exercise 
of reasonable commercial standards would have known that 
Mazzochi did not have a right to sell the $212,000 worth of 
treasury notes or at least the bank had a duty to inquire 


where Mazzochi had suddenly obtained his new-found wealth. 


Once a duty of inquiry exists, the party who should 
have made that inquiry is chargeable with the knowledge that 
an inquiry would have imparted. Munn v. Boasberg, 292 N.Y. 


5 (1944). in. Rochester & C.T.R. CoO, vy, Paviour, 164 N.Y. 


281 (1900), the Court stated: 


"Even if his [defendant's] actual good faith is 
not questioned, if facts known to him should have 
led him to inquire, and by inquiry he would have 
discovered the real situation, in a commercial 
sense he acted in bad faith and the law will with- 
hold from him the protection that it would other- 
wise extend." (at 284) 


ey 
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and 


"The facts known to the defendant should have 
aroused his suspicion and led him, as an honest 
man, to make some investigation before he 

accepted the money of a corporation, which owed 
him nothing, in payment of a claim that he held 
against someone else. If he had such confidence 
in Biggs that he was willing to trust him without 
inquiry, under suspicious circumstances of a 
substantial character, he must stand the loss, for 
he failed to discharge a duty required by commercial 
integrity.” (at) 285) 


In Fidelity & Deposit Company of Maryland v. Queens Trust 


Company, 226 N.¥. 225 (1919), the Court stated: 


"If a person has knowledge of such facts as would 
lead a fair and prudent man, using ordinary thought- 
fulness and care, to make further accessible 
inquiries, and he avoids the inquiry, he is charge- 
able with the knowledge which by ordinary diligence 
he would have acquired. Knowledge of facts, which, 
to the mind of a man of ordinary prudence, beget 
inquiry, is actual notice, or, in other words, is 
the knowledge which a reasonable investigation would 
have revealed." 


In short, willful ignorance or failure to inquire 
negates good faith. Otten v. Marasco, 


F.2d 494 


(D.C.Ct. of App. 1968); Blow v. Ammerman, 350 F.2d 729 


and Loan Association, 361 F.Supp. 590 (Dist. Col. 1973). 


The Court below in its decision stated that this 


66°F .24° 194 (20..Cie. 1973), was COntroliing (16). The 
Court cited Gutekunst for the proposition that a bank has no 
duty to investigate its customer or his right to negotiate 
bearer bonds. The Court below erred in its interpretation 


of Gutekunst. 


Gutekunst was not intended to set down a blanket 
rule that under no circumstances must a bank investigate 


a customer who is attempting to negotiate bearer bonds 


Or treasury notes through the bank. This Court's holding 

in Gutekunst was simply that under the facts in Gutekunst, there 
was nO suspicion raised in the bank's mind in t case so as to 
require it to inquire as to where its customer had obtained 

the bonds and whether or not he had a right to negotiate them. 
The Court in Gutekunst went on to state in no uncertain terms 


that: 


"* * * the New York law is that only 
knowledge or disregard of suspicious 


: _ sie 
stances may constitute evidence of ba 


(at 195-196) (emphasis added) 


In Our case Mazzochi's conduct was bristling with 

In fact, the bank itself was apparently suspicious of Mazzochi 
Since Santoro claims to have called the Federal Reserve Bank 
(151, 167) prior to accepting the treasury bills and the 
proceeds from the last $72,000 were placed in a suspense account 
by the bank pending investigation as to whether or not 


Mazzochi was legitimately entitled to cash them L779, LISD). 


Under these circumstances, it cannot be disputed 
that the bank had a duty to inquire of Mazzochi where his 


sudden new-found wealth had appeared from. 


In Otten NM. Marasco, 353 F.26: 563 (2d: cir. L965), 


cited with approval in Gutekunst, this Court held that the 


burden of proof as to whether or not one acts in accordance 
with reasonable commercial standards is upon the party making 


that claim and seeking to take advantage of the saving provisions 


of UCC &=<316. See, also, Phoenix. ins surance Co. v. Natio nal 


Bank & Trust Co. of Central Pa., 366 F.Supp. 340, 343 


(4.D.Pa. 1972), aff'd. 485 F.2d 681 (3d. Circ, 1973). 


The plaintiff submits that the defendant Royal has 
‘ failed to meet that burden of proof and to show that it 
obeyed reasonable commercial standards in accepting $212,000 
in treasury notes from Mazzochi under the unusual circumstances 
which Mazzochi's transactions occurred. Since the bank has 
failed to meet its burden of proof so as to take advantage 
of the good faith defense made available to it by UCC 8-318, 


the bank is liable to USF&G for conversion. 


Merrill Lynch 


Mazzochi's stolen treasury notes were sold throuah 
y 


the bank to the defendant Merrill Lynch. Since Merrill Lynch 


did not act as a broker or an agent with respect to these 


treasury notes, but purchased them as a principal, its 


conduct is not governed by UCC 8-318 as the bank is, but 


A Dy 


rather is 


governed by UCC 8-304. 


: UCC 8-304(3) provides that: 


"Except as provided in this section, to constitute 
notice of an adverse claim or a defens the 
purchaser must have knowledge of the eee es Or 
defense or knowled e of such facts that his action 


in taking the sec urity amounts ‘to bad falta.” 
(emphasis added). 


The cases and the commentators have clearly 


held that the failure to observe reasonable commercial 
standards by a broker would be sufficient to constitute 
bad faith on its part and the defenses of UCC 8-304 


unavailable to it. 


One of the primary guidelines of reasonable 
commercial standards are the rules and regulations of 
New York Stock Exchange and other organized exchanges. 


405 of the New York Stock Exchange, commonly known 


"Know your customer rule" requires each broker to: 


Use due diligence to learn the essential 


Facts relative 2 to > every customer, every order, 


every cash or margin account accepted or carried 
by such organization and every person holding 
power of attorney over any amount accepted or 
carried by such organization.“ (emphasis added) 


The failure to observe Rule 405 by a broker and to know its 


customer leads to the conclusion that a broker was not acting 


in good faith and should not have the defense of UCC 8-304 (3) 


available to it. 


Israel, in his practice commentary in McKinney's 


to Section 8-304 states: 


"The jeopardy of the selling broker is broadened 
by the rules and practice’ of the organi sed market 
which require that he 'know his customer'. (See 

e.g. Rule 405 of the New York Stock Exchange under 
which the selling broker must ‘use due diligence to 
learn the essential facts relative to every customer, 
every order, every cash or margin account accepted 
Or Carried . . ') The facts gathered in the course 


of compliance with that rule may either constitute 
the 'knowledge' described in subsec. (2) of this 
section or, though sort of that, still be sufficient 
to raise a question of good faith under subsec. (3) 
of this section. See United States Fidelity & 
Guaranty Co. vw. Goetz, 1941, 285 N.v¥. 74, 32 N.E. 

2d 798 cited in the Official Comment to this section. 


In Hartiord Accident. & Tnhd: co. vy. Walston & Co., 


21 Nv¥.20d 219) 267 NcY.S.20a 56 367) he New York Court of 
Appeals considered precisely this issue as to whether or not 


a brokerage firm by failing to know its customer and violating 


Rule 405 of the New York Stock Exchange could raise the defense 


' 


‘good faith” to the purchase of stolen securities. The Court 


Appeals stated in language directly ap; cable t« his case: 


" 


x *« * brokers cannot shirk these duties and at 

the same time claim to have acted in good faith 
without being charged with knowledge of facts which 
compliance with reasonable commercial standards 
jould have disclosed. (Fidelity & Deposit Co. 

Vs Queens County Trust Co., 226 N.Y. 225. 123 

NeE. 370)." 287 N.Y.S/26d: at 66 


Similarly, in Fidelity @ D. Co. of Md. v. Chemical 


Hank of N.¥.7T. Co., 328 N.Yi5.26 957? (App. Term, iat Dept. 1970), 
aff'd. 333 N.Y¥.S.24 726 (1972), the Court held that a brokerage 
firm was liable for conversion when the broker had failed to 


exercise due diligence in knowing its customer in violation 


of Rule 405 of the New York Stock Exchange. 


The district court's finding that Royal was Merrill 


Lynch's customer rather than Mazzochi is contradicted by the 


record since every transmittal slip sent by Royal to Merrill 


Lynch with respect to the treasury notes clearly stated "for the 


account of Frank Mazzochi, Jr." (638-641). 


The court below also found that Merrill Lynch had no 
duty to bypass Royal and inquire as to who Mazzochi was (1 
Understandably, the Court below cites no authority for this 
novel proposition. Merrill Lynch was clearly put on notice 
by the transmittal slips that its customer was Mazzochi, not 
the bank, and, accordingly, had an independent duty pursuant 


to Rule 405 to inquire who Mazzochi was. 


In addition, even if we assume th t the bank was 


Merrill Lynch's customer rather than Mazzochi, Rule 405 provides 


that a broker must not only learn the essential facts relative 


to every customer, but to “every order." Merrill Lynch clearly 


did nothing to determine the essential facts behind the orders 


for the sale of the treasury bills which it knew were for the 


account of one Frank Mazzochi, Jr. If Merrill Lynch desired to 


rely upon the fact that the bank had investigated Mazzochi for 


it and performed the requisite due diligence, then if Merrill 


Lynch assumed wrong and the bank did not exercise the requisite 


due diligence, it is Merrill Lynch who must suffer the consequences. 


Merrill Lynch by failing to observe reasonable 


commercial standards, in particular, Rule 405°of the New York 


Stock Exchange, did not act in good faith as required by UCC 8-304(3). 


It, therefore, cannot invoke the protective provisions of that 


section and is liable to USF&G for conversion. 


POINT Iii 


THE DOCTRINE OF EQUITABLE ESTOPPEL DOES 
NOT PREVENT USF&G FROM RECOVERING 
IN THIS CASE. 


The court below in its decision stated that the 


principle set down in Bunge Corp. v. Manufacturers Hanover 


Trust Co., 31 N.¥.20 223, ° 335 N.¥.5.20 412 (1972), i168. applic- 
anie to this case (17). Bunge stands for the proposition that 
as between two innocent victims, the one who permitted the 


wrong to occur must bear the loss. 


As the district court was compelled to admit, the 
fact situation in Bunge was different from that in our case 
Since Bunge dealt with a situation where its faithless employee 


had caused the loss through fraud. Bunge did nothing more than 


reiterate the old rule that it is the employer of the faithless 


employee who placed its trust in him in the first instance 
and should bear the loss as between two innocent parties. The 
court below misconstrued Bunge to mean that the plaintiff is 
somehow estopped from recovering because it permitted the larceny 
to occur in the first instance and failed to promptly discover 
Or report the loss. Even assuming that USF&G was negligent, 
negligence is not a defense to conversion. The Court in Hartford 
Accident & ind. Co, v. Walston & Co., supra, stated: 

"The defendant, to whom these shares of stock 

were delivered for sale, and which sold them 

and paid the purchase price to a confederate 

of the thief, either converted this stock or 

it did not do so, but if there was a conversion 


it is not a defense that plaintiff's assignor 


(Bache & Co.) may have been negligent in handling 
them.” 26/ N.Y¥.S.2d at 61. 


38 


See, also, Morgan G. 7. Co. of N.¥. v. Third Nat. Bk. of 


Hampden Cty., 400 F.Supp. 383, 391 (D.Mass 1975). 


In any event, whatever the rule may be with regard 
to who must bear the loss among two innocent parties, that 
rule is inapplicable in our case since the defendants by not 
observing reasonable commercial standards, despite the suspicious 
nature of Mazzochi's activities, cannot be said to have acted 


in. good faith or be innocent parties. See Borrello v. Perera 


Company, inc., 381 F.Supp. 1226, 1230 (S.D.N.¥. 1974), aff'd. 


‘S12 F.2d 1380 (20. Cir. 1975). 


Since we are not dealing with a situation where 
there are two dnnocent parties, the Bunge principle of 


equitable estoppel is, at any rate, inapplicable. 


A thief who obtains stolen securities or treasury 
bills would be unable to dispose of them unless banks and 
brokerage houses such as the defendants herein totally ignore 
proper commercial standards and permit the thief or his 
accomplice to obtain cash for the stolen securities through 
their offices. The problem of thefts of stocks and bonds has 
had a dramatic increase in the past few years. The only 
way to prevent this is to require banks and brokerage houses 
to properly carry out their responsibilities so that the thief 
would be unable to dispose of his booty. See generally, Note, 
insecure Securities: Theft of Stocks and Bonds, 6 Colum, J. of 


Le oh SOc. (Prob. 478 (1970); 


Both the bank and Merrill Lynch, had they exercised 
any diligence at all to discover how Mazzochi came into the 
possession of these treasury bills, would have discovered that 
he was not the rightful owner. There was no requirement on the 

> part of either the bank or Merrill Lynch to deal with Mazzochi. 
If they chose to do so in violation of all reasonable commer- 
Cial standards, and so far as concerns Merrill Lynch, Rule 405 
of the New York Stock Exchange, and by their actions permitted 
these stolen treasury notes to be converted into cash, they 


are liable to USF&G. 


The district court's findings that the defendants 


observed reasonable commercial standards are clearly erroneous. 


The defendant Royal disregarded highly suspicious circumstances 
and accepted $212,000 in treasury notes from Mazzochi and cannot 
be said to have acted in good faith or observed reasonable 
commercial standards. Similarly, Merrill Lynch failed to observe 
reasonable commercial standards or act in good faith by failing 


to observe Rule 405 of the New York Stock Exchange and to 


bills. came ‘to be ae 


learn who Mazzochi was and how these treasury 
sold. Since the defenses provided to persons who act in good 
faith by the Uniform Commercial Code are not available to the 
defendants, 


they are liable to USF&C for conversion. The judg- 


ment of the court below should be reversed in all respects. 


Respectfully submitted, 


Alfred S. Julien 
Stuart A. Schlesinger 
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